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MEMORANDUM FOR DISTRIBUTION 

Subj: SUBCONTRACT PAYMENTS AND ELIMININATION OF THE PAID 
COST RULE 

Encl: (1) DOD SADBU/DDP memo dated November 17, 2000 

Enclosure (1) is forwarded for information and action, as 
appropriate. The memorandum, signed by the Director, Small and 
Disadvantaged Business Utilization and the Director, Defense 
Procurement, addresses the impact that the elimination of the 
"paid cost rule" from payment provisions, will have on payments 
made to subcontractors. Additionally, enclosure (1) provides an 
overview of current DOD policies and procedures that address 
allegations of prime contractor nonpayment of subcontractors. 

Please ensure that cognizant contracting personnel are 
aware of these policies and procedures. 

M. F. Jaggard
CAPT, SC, USN 
Executive Director (Acting) 
Acquisition & Business Management 
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OFFICE OF THE UNDER SECRETARY OF DEFENSE 

3000 DEFENSE PENTAGON 
WASHINGTON DC 203014000 

NOV 17. 2000 
hCOUlMflON AND 

YECHNCLCQY 

MEMORANDUM FOR DIRECTORS OF,SMALL AND DISADVANTAGED BUSINESS 
UTILIZATION 

DIRECTORS OF DEFENSE AGENCIES 
DEPUTY FOR ACQUISITION AND BUSINESS MANAGEMENT, 

ASN (RDfiA) 
DEPUTY ASSISTANT SECRETARY OF THE AIR FORCE 

(CONTRACTING), SAF/AQC 
DEPUTY ASSISTANT SECRETARY OF THE ARMY 

(PROCUREMENT), ASA(A.LT) 
DIRECTOR, DEFENSE CONTRACT MANAGEMENT AGENCY 
EXECUTIVE DIRECTOR FOR PROCUREMENT MANAGEMENT 

(DLSC/DLA) 

SUBJECT: Subcontract Payments and Elimination of the Paid Cost 
Rule 

The Department. of Defense (DOD) has made a number of 
significant policy changes in recent years in the way it 
conducts business with its contractors. This memorandum 
addresses the impact that one of those changes, i.e., the 
removal of the so-called "paid cost rule" from payments 
provisions, will have on payments made to subcontractors, 
including many small businesses. 

Federal Acquisition Circular (FAC) 97-16, issued March 27, 
2000, eliminated the paid cost rule from contract payments 
provisions used in contracts with large businesses. Previously, 
large businesses were required to have actually paid their 
subcontractors before including those payments in their 
Government billings. In contrast, small businesses need only 
have incurred those costs to include them in their billings, 
provided they paid their vendors in the ordinary course of 
business. The elimination of the paid cost rule from the 
Progress Payments (FAR 52.232-16), Allowable Cost and Payments 
(FAR 52.216-7), and Payments Under Time and Materials and Labor 
Hour Contracts (FAR 52.232-7) provisions means that there will 
be consistent treatment of all incurred subcontract costs, 
without regard to whether the cost is incurred by a large or a 
small business. 

To remove any possibility that this change could have a 
negative impact on subcontractors, the government put several 
safeguards in place to provide further assurances that payments 
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to subcontractors will not be delayed. Payments provisions now 
require that both large and smal 1 business prime contractors pay 
incurred subcontract amounts (1) in accordance with the terms of 
a subcontract or invoice, and (2 1 ordinarily before submittal of 
the next payment request sent to the government. This means the 
subcontractor will in most cases be paid no later than thirty 
days after the prime contractor S ubmits a payment request to the 
government that includes amounts the prime has certified it will 
pay to its subcontractors. Thus, the new rules reinforce the 
longstanding requirement that prime contractors make timely 
payments in accordance with the payment terms of their 
subcontracts. Elimination of the paid cost rule from contracts 
with large business prime contractors has in no way relieved 
prime contractors of this responsibility. 

The attached summary provides an overview of current DOD 
policies and procedures that address allegations of prime 
contractor nonpayment of subcontractors. We hope it will serve 
as a useful reference for contracting officers and small 
business specialists, and assist the small business community in 
dealings with prime contractors and the DOD. 

Robert Neal 

Utilization 

Deidre A. Lee 
Director, Defense 

Procurement 

Attachment: 
As stated 














